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Federal Reserve Banks

Two major interests of the Federalthe Federal Reserve in retail payment
Reserve Banks during 1997 were theervices. The scenarios ranged from
Federal Reserve’s role in the paymentexiting the check and ACH services
mechanism and continued preparatioaltogether to playing a more active role,
for the century date change. Othein collaboration with other providers, in
important activities were preparation ofmoving more rapidly toward electronic
revised accounting procedures related tpayment services. The scenarios were
interstate branching and implementatiomot designed to be actual policy options,
of new procedures for the provision ofbut were intended to serve as catalysts
fiscal agency and depository services fofor debate both within the Federal
the federal government. Reserve and among payment system
participants. The committee held forums
around the country so that repre-
sentatives of depository institutions,
. clearinghouses, other payment service
Payment Services providers, consumers, businesses, and
The System’s Committee on the Federahcademics could express their views on
Reserve in the Payments Mechanisrthe various possible future directions.
during 1997 reviewed the payment serfederal Reserve staff analyzed the likely
vices provided by the Federal Reservémpact of each of the alternatives on
to depository institutions and began prepayment systems of the future, with
paring its report. Created by Chairmaremphasis on efficiency, access by
Greenspan in October 1996 in recognidepository institutions of various sizes,
tion of the rapid changes in the financialand whether different roles of the Fed-
services and technology sectors, theral Reserve would accelerate or retard
committee had as one of its goals detethe movement to electronic forms of
mining the extent to which the Federalpayment.
Reserve should be involved in providing The committee came to two general
check collection and automated cleareonclusions: (1) The Federal Reserve
inghouse (ACH) services and futureshould remain a provider of both check
generations of payment services. Boardollection and ACH services, with the
of Governors Vice Chair Alice M. explicit goal of enhancing the efficiency,
Rivlin chaired the committee; memberseffectiveness, and convenience of both
were Governor Edward W. Kelley, Jr.,systems while ensuring access by all
William J. McDonough, president of the depository institutions; and (2) The Fed-
Federal Reserve Bank of New York, anceral Reserve should play a more active
Thomas C. Melzer, president of the Fedrole, working closely and collabora-
eral Reserve Bank of St. Louis. tively with providers and users of pay-
The committee focused its discusiment systems, both to enhance the effi-
sions and analyses of critical paymentiency of check and ACH services and
systems issues by developing five hypoto help evolve strategies for moving to
thetical scenarios for the future role ofthe next generation of payment instru-

Major Initiatives
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ments. In reaching these conclusiondnterstate Branching
the committee recognized that fostering
private-sector competition is vital in As a result of the Riegle—Neal Interstate
improving the efficiency of payment Banking and Branching Act of 1994,
systems and in developing new paymenwhich became effective in June 1997,
instruments. banking organizations that formerly
maintained separately chartered institu-
. tions in different states may now convert
Year 2000 Readiness those institutions into branches of a
The Federal Reserve continued in 199%ingle chartered bank. With fewer char-
to focus on its readiness for the centuryered institutions, at the end of 1997,
date change to ensure that the ResenReserve Banks held 9,368 accounts,
Banks continue to provide reliable sercompared with 9,753 at year-end 1996,
vices to the nation’s banking system anc decrease of 4.0 percent.
financial markets. When it began con- To accommodate banking organiza-
solidating its mainframe data processingions having an interstate structure, the
operations late in 1992, the FederaReserve Banks established an account
Reserve started to address the possibistructure, effective January 2, 1998, that
ity that automated systems would noprovides, for each chartered institution,
function properly at the turn of the cen-a single (master) account at one Reserve
tury. As a result, new centralized appli-Bank, in which all credits and debits
cations critical to the Federal Reserve'srising from financial transactions with
mission, such as Fedwire funds transfethe Federal Reserve are settled. Institu-
Fedwire securities transfer, and ACHtions may maintain subaccounts to keep
were designed to operate properly intseparate several different types of finan-
the next century. All changes to Reserveial transaction information—for exam-
Bank computer programs, testing ofple, by geographic region or operational
systems, and acceptance testing by Feélinction. The Reserve Banks modified
eral Reserve users of those systems atkeir accounting software to permit insti-
scheduled to be completed by year-entltions to view intraday activity in the
1998. In addition, critical financial- master account and any subaccounts
services systems that interface wittseparately or combined. This new struc-
depository institutions will be year 2000ture and associated accounting tools per-
ready by mid-1998; this schedule willmit interstate banking organizations to
permit approximately eighteen monthscentralize all their financial information
for customer testing. or to segregate information according to
Also during the year, the Reservetheir needs.
Banks initiated a comprehensive pro- The Board of Governors in 1997
gram to raise public awareness of themended some Federal Reserve regula-
potential year 2000 problem and totions to facilitate the transition to the
advise depository institutions of thesingle Federal Reserve account struc-
Federal Reserve’s plans and scheduleture. Specifically, the Board amended
The Reserve Banks also participatedRegulation J to allow an institution to
in domestic and international forumssend checks for collection to any
to help foster awareness of year 200Reserve Bank and to settle for checks
issues and to share experiences, idedfrough its single account. It also
and best practices. revised Regulations D and | to define
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an institution’s location for purposesDevelopments in Federal Reserve
of Federal Reserve membership anéPriced Services

account location. It further amended.l_he Monetary Control Act of 1980

Regulation D to allow pass-through .
correspondents to hold all their responf€dUires that the Federal Reserve set fees
ior providing “priced services” to

dent balances in their single Federa : 2 W
Reserve account, regardless of the loc lepository institutions that, over, the
tion of the resp;ondent' this chang ong run, recover all the direct and indi-

allows U.S. branches and agencies dgct costs of providing the services as

foreign banks, and also Edge Act an nign?: ttgfelsrqﬁgtt?/:/joﬁ%sfévseuggeis g;g
agreement corporations, to adopt 3 ~€N p
nd the pretax return on equity that

single account structure by combiningg/Ould have been earned had the ser-
the reserve balances of multiple office ices been provided by a private firm
into a single pass-through correspondeﬁfhe imputed costs are collectively

account. referred to as the private sector adjust-
ment factor (PSAF).Over the past ten

Fees for Electronic Payment years, the Federal Reserve System has

Services recovered 100.4 percent of its priced

In March 1997 the Board adoptedservices costs, including the PSAF.

guidelines for the Reserve Banks in ringraII,rv;‘ees vsh?rglegv 'P d1997rf?(ir
establishing fees for their electronicP!'C€d SEIVICES WETE IOWErer approxi-

payment _services on the basis offis €% %7 REECEE PO 108 SRS,
volume. The Board also approved th(?/vere lowered si nificlarl?tly in lar eVIart
continuation of volume-based feesD fthegefficienzi’es as%ocri)ated
for certain electronic check productsw?t%al:ﬁg toransition to a consolidated
pending completion of an analysis of

whether those fees meet the new guideagutomatlon environment and with the

lines. In May, the Reserve Banks imple_c:entralization of electronic payment pro-

mented volume-based fees for the ACH €359 appllcatlon_s. . .
Revenue from priced services in 1997

service. was $789.1 million, other income re-

lated to priced services was $29.7 mil-
Fiscal Agency and Depository lion, and costs related to priced services
Services were $721.5 million. As a result, net

Reserve Banks worked during the year

to implement a policy, adopted in late 1. The imputed costs that make up the PSAF, in
1996, to clarify the Reserve Banks’addition to income taxes and the pretax return on
unique statutory relationship with theequity, are interest on debt, sales taxes, and assess-
Treasury and other federal govemmer%lents for deposit insurance from the Federal

. . ._Deposit Insurance Corporation. Also allocated to
entities. The Reserve Banks provide flsf)riced services are assets and personnel costs of

cal agency and depository services fothe Board of Governors that are related to priced
the U.S. government; the policy, amongservices; in thgro formastatements at the end of
other things, establishes uniform andhis chapter, Board expenses are included in oper-

consistent practices for accountingf‘;'rrr']? aoes and Board assets are part of long-

reporting, and billing for the full costs 2 Based on a chained Fisher Ideal price index
of providing these services. not adjusted for quality changes.
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revenue was $97.3 million, for a recov-of 3.0 percent over 1996 (see table). The
ery rate of 101.5 percent of costsyolume of fine-sort check deposits,
including the PSAF. Revenue fromwhich are presorted by the depositing
priced services in 1996 was $26.6 mil-bank according to paying bank,
lion more than total costs, resulting in aincreased 0.7 percent in 1997, compared
recovery rate of 103.4 percent, includwith an 11.9 percent decline in 1996.
ing the PSAR The volume of checks deposited that
required processing by Reserve Banks
: rose 3.4 percent.
Check Collection To increase the efficiency of the
In 1997, total Reserve Bank operatingcheck-collection system, the Reserve
expenses and imputed costs for commeBanks continued to expand the use of
cial check services were $581.2 million,electronics in check processing. During
compared with $570.7 million in 1996. 1997, the Reserve Banks electronically
Revenue from check operations totaleghresented approximately 2.2 billion
$598.4 million, and other income checks, or 14.1 percent of all checks
amounted to $23.2 million, resulting presented to paying banks, an increase
in income before income taxes ofof about 56 percent over the 1996 level.
$40.4 million. The Reserve BanksBoth the number of checks presented
handled 15.9 billion checks, an increaselectronically and the number of checks
truncated grew in 1997.
The Reserve Banks also continued in
3. Expense data reported throughout thist997 to offer more products involving
document—revenue, other income, cost, net revethe capture and storage of digital images
nue, and income before taxes—can be linked t¢o support paying banks’ use of elec-
thepro formastatements at the end of this chapteryrqnic check products. With the New

Other incomds revenue from investment of clear- . B
ing balances, net of earnings credits, an amounf0rk and Richmond Districts’ introduc-

termed net income on clearing balanckstal cost  tion of image products during the year,
is the sum of operating expenses, imputed costat least one office in each Federal

(interest on debt, interest on float, sales taxes, an@deserve District except the First offered
the Federal Deposit Insurance Corporation assesgage products in 1997; the Boston

ment), imputed income taxes, and the targete .
return on equityNet revenuds revenue plus net R€SErve Bank plans to offer image prod-

income on clearing balances minus total cost. ~ UCts in early 1998.

Activity in Federal Reserve Priced Services, 1997, 1996, and 1995
Thousands of items

Percentage change
Service 1997 1996 1995
1996-97 1995-96
Commercial checks.............. 15,949,152 15,486,833 15,465,209 3.0 1
Funds transfers.................. . 91,800 84,871 77,742 8.2 9.2
Securities transfers............... L 4,136 4,125 3,689 .3 11.8
Commercial ACH ................ . 2,602,892 2,372,108 2,046,086 7 15.9
Noncash collection............... 887 1,069 838 -17.1 27.6
Cash transportation.............. 2 36 61 -93.9 -41.0

Note. Components may not yield percentages showron line and off line; in ACHthe total number of commer-
because of rounding. Activity inommercial checkis the  cial items processed; imoncash collectiorthe number of
total number of commercial checks collected, includingitems on which fees are assessed¢ash transportation,
processed and fine-sort items; fands transfersand the number of registered mail shipments and FRB-
securities transfers, the number of transactions originatearranged armored carrier stops.
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In October 1997, the Boston Reserveentralization of Fedwire funds transfer
Bank closed its Regional Check Pro{rocessing.
cessing Center at Lewiston, Maine, and By year-end 1997, all on-line institu-
consolidated its check-processing operaions (those with an electronic con-
tions at the Boston office. In addition,nection to the Federal Reserve) had
the Interdistrict Transportation Systemadopted a new, expanded-message Fed-
moved one of its five airport hubs fromwire funds transfer format. The new for-
Cleveland to Cincinnati, Ohio, enablingmat (1) reduces manual intervention in
Reserve Banks to set later deposit deadhe transfer process, (2) eliminates the
lines and to improve funds availability need to truncate payment-related infor-
for many depositors. mation when forwarding payment
orders that were received via other
. large-value transfer systems through
Fedwire Funds Transfer and Fedwire, and (3) allows additional infor-
Net Settlement mation about the originator and bene-
bciary of a transfer to be included in the
ransfer message, as required by the
ank Secrecy Act rules adopted by the
epartment of the Treasury.
On December 8, the Fedwire funds

Reserve Bank operating expenses a
imputed costs for Fedwire funds transfe
and net settlement services totale
$79.9 million in 1997, compared with
$71.1 million in 1996. Revenue from . :
transfer service began opening at

these operations totaled $94.6 million, & ;
and other income amounted to $3.2 mil-+2:30 &.m. eastern time, thereby expand-

lion, resulting in income before income!Nd the Fedwire funds transfer service
taxés of nearly $18.0 million day to eighteen hours from the previous

ten hours. The longer day is useful to
the private sector in reducing settle-
ment risk in foreign exchange markets;
The number of Fedwire funds transferst also eliminates an operational barrier
originated by depository institutionsto potentially important innovations in
increased 8.2 percent in 1997, taqrivately provided payment and settle-
91.8 million, of which 89.5 million were ment services.

value (monetary) transfers and 2.4 mil-

lion were nonvalue messages. Thélet Settlement

increase in volume was due largely toT
increased mutual fund activity and
aggressive marketing of cash manag

Funds Transfer

he Federal Reserve provides net set-
lement services to approximately 170

ment services by depository institutions Oecriler?t”v;rtrirfeeca%n?lseaarllr?(? Z)ndses\%—n
and to a lesser extent to increaseH 9

mortgage activity and securities-reIated“”mom"'Ide arrangements. These

settlement payments. T4 Two of the national s the Cl
; . Two of the national arrangements, the Clear-
Fees Charged for Fedwire tranSfer|Sng House Interbank Payments System (CHIPS)

were lowered 10 percent in 1997, fromand the Participants Trust Company (PTC), pro-
$0.50 to $0.45 per basic transfer. As @ess and net large-dollar transactions, CHIPS for
result, depository institutions paidinterbank funds transfers and PTC for the settle-
approximately $9.2 million less for ment of mortgage-backed securities transactions.

f . Two of the other national arrangements, VisaNet
funds transfers in 1997 than in 1996'/-\CH and the New York ACH, process and net

The reduct.io.n 'genera”y reflectSsmall-dollar ACH transactions. The other three
increased efficiencies resulting from the (Footnote continues on next page.)



252 84th Annual Report, 1997

arrangements enable participants téor book-entry securities transfers did
settle their net positions either via Fednot change from 1996 to 1997.
wire funds transfers using special settle- Seven Reserve Banks converted their
ment accounts at Reserve Banks or vigedwire securities transfer applications
accounting entries, which are posted tto the Federal Reserve’s new centralized
participants’ Reserve Bank accounts. application known as the National
In 1997, the Federal Reserve Boardook-Entry System (NBES), joining the
requested comment on a proposal thdbur Reserve Banks that converted to
would enhance the Reserve Banks’ curNBES in 1996. The NBES offers sev-
rent net settlement services. Under theral benefits, including (1) an expanded
proposed changes, the Reserve Bankscount structure designed to accom-
would offer a fully automated net settle-modate the different needs of Federal
ment service to participants in clearingReserve customers and U.S. government
arrangements. The service would proagencies, (2) modular, centralized appli-
vide finality of settlement at least oncecation software designed to facilitate a
on the settlement date, rather than nextnore rapid response to changing indus-
day finality. try needs, (3) improved, standardized
contingency and disaster recovery capa-
. S bilities, and (4) processing efficiencies
Fedwire Book-Entry Securities such as uniform operating hours in all
Reserve Bank operating expenses aridistricts. The conversion process will
imputed costs for book-entry securitiedbe complete when the Federal Reserve
transfer services totaled $15.5 million inBank of New York converts to NBES in
1997, compared with $16.2 million in early 1998.
1996. Revenue from book-entry securi-
ties operations totaled $16.6 million, andaytomated Clearinghouse
other income amounted to $0.6 million, ]
resulting in income before income taxed?€serve Bank operating expenses and
of $1.7 million. The Reserve Banks pro-mputed costs for commercial ACH ser-
cessed 4.1 million transfers of governvices totaled $52.3 million in 1997,
ment agency securities on the Fedwir€ompared with $63.7 million in 1996.
book-entry securities transfer systenfévenue from ACH operations totaled
during the year, an increase of 0.3 per$70.3 million, and other income

cent over the 1996 levélFees charged amounted to $2.4 million, resulting in
income before income taxes of

$20.4 million. The Reserve Banks pro-
national arrangements—the National Clearingcessed 2.6 billion commercial ACH

House Association, the Interdistrict Check ; ; ;
Exchange and Settlement Service, and thtteransacuons during the year, an increase

National Check Exchange—clear and net checQ]c 9.7 percent over 1996 vo!ume.

transactions. Most local clearing arrangements are The year 1997 was the first full year

check clearinghouses. that all Reserve Banks operated with the
5. The revenues, expenses, and volumegew centralized automated system

reported here are for transfers of securities issu ; _
by federal government agencies, governmen‘?—q_nown as Fed ACH. The ongoing reduc

sponsored enterprises, and international institdiOn in ACH operating costs in 1997
tions such as the World Bank. The Fedwire book
entry securities service also provides custodysafekeep Treasury securities, and the Treasury
transfer, and settlement services for U.S. Treasurgssesses fees on depository institutions for some
securities. The Reserve Banks act as fiscal agent$ these services. For more details, see the section
of the United States when they transfer and'Fiscal Agency Services” later in this chapter.
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reflects the savings realized from centhe Jacksonville Branch of the Atlanta
tralization. Consolidation of operationsReserve Bank. In the fourth quarter of
also made it possible to offer severall997, all noncash processing was cen-
new features to depository institu-tralized at the Jacksonville Branch.
tions, including additional file delivery
options and automated trace an .
research capabilities. (tash Services

In May, the Reserve Banks imple-Because the provision of high-quality
mented volume-based fees for ACHcurrency and coin is a basic responsibil-
transactions. The use of volume-baseily of the Federal Reserve, the Reserve
fees, an extension of the multipart feeBanks charge fees only for certain
already in use, increases the potentiadpecial cash services. These services
to improve the payment system’s effi-include providing wrapped coin, non-
ciency by permitting the Reserve Bankstandard currency packages, and more-
to address the differences in demanfrequent-than-standard access to cash
for services by high-volume customersservices.
(2,500 items or more per file) and low- The Cleveland District and the Helena
volume customers (fewer than 2,50Branch of the Minneapolis Reserve
items per file) through the fees chargedank provide wrapped coin as a priced
for those services. As a result ofservice. In 1997, the Detroit Branch
volume-based pricing, the cost toof the Chicago Reserve Bank and the
depository institutions to originate ACH Helena Branch provided currency in
transactions declined an average ofionstandard packages, and the Minne-
17 percent and the cost to institutions t@polis and San Francisco Districts and
receive ACH transactions declinedthe Detroit Branch offered access to cash
10 percent. In October, the Reserveervices more frequently than that pro-
Banks extended the regular billingvided under the Federal Reserve’s stan-
deposit deadline for ACH items, whichdard access policy. When the uniform
reduced the number of customers sukeash access policy is implemented in
ject to premium fees. May 1998, income from fees for non-
standard cash access will be treated as a
recovery of expense rather than as
priced-service revenue. The new policy
Reserve Bank operating expenses andill provide flexibility by permitting
imputed costs for noncash collectiondepository institutions to obtain cash
services totaled $3.2 million in 1997,services from any Reserve Bank office.
compared with $4.9 million in 1996. Depository institutions pay the cost of
Revenue from noncash operationgransporting cash to and from Reserve
totaled $4.3 million, and other incomeBanks. In the past, many of the Reserve
amounted to $0.2 million, resulting in Banks arranged transportation to move
income before income taxes of $1.3 mil-cash to and from depository institutions
lion. The Reserve Banks processeth their Districts. During the third quar-
887,000 noncash collection items (couter of 1997, the last Federal Reserve
pons and bonds), a decrease of 17.1 peoffice to provide that service stopped
cent from 1996. arranging armored carrier cash transpor-

Until late in the year, two Federal tation when the Helena Branch canceled
Reserve sites processed noncasts armored carrier contract for the
items—the Cleveland Reserve Bank andelivery of cash. Seven Districts still

Noncash Collection
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provide cash transportation by regis-depository institutions throughout the
tered mail. United States; these institutions supply

Reserve Bank operating expenses arclirrency and coin to other depository
imputed costs for special cash servicemstitutions and to the public. The value
totaled $4.5 million in 1997, comparedof currency and coin in circulation
with $5.2 million in 1996. Revenue from increased 6.9 percent in 1997 and
cash operations totaled $4.9 million, andéxceeded $482 billion by year-end. Dur-
other income amounted to $0.2 million,ing the year, the Federal Reserve
resulting in income before income taxegeceived more than 25.3 billion Fed-
of $0.6 million. eral Reserve notes in deposits from

depository institutions and sent more
Float than 25.8.billion. Fe.der_al Reserve notes

to depository institutions. The Fed-
Federal Reserve float decreased in 199tal Reserve finished converting its
to a daily average of $282.0 million, currency-processing operations to
from a daily average of $413.4 million Giesecke and Devrient's Banknote
in 1996. The Federal Reserve recoverBrocessing System (BPS) 3000, an elec-
the cost of float associated with pricedronic, high-speed currency processing,
services as part of the fees for thoseestruction, and accounting system. At
services. the end of 1997, the 128 BPS 3000
machines installed at Reserve Banks
. were processing approximately 97 mil-
gr?(\j/ ecl:(());i)rznents in Currency lion notes e.ach business day. Reserve

Bank operating expenses for processing
The Federal Reserve continued in 199@nd storing currency and coin, includ-
to work closely with the Treasury toing priced cash services, totaled
deter the counterfeiting of U.S. currency$283 million for the year.
The Series 1996 currency design pro- In late 1997, the Cleveland Reserve
gram continued with the introduction ofBank consolidated the Pittsburgh
the new $50 note in October. The Serie8ranch cash operations at its head office
1996 $100 note, introduced in Marchin Cleveland, which left the Federal
1996, continued to gain acceptance anReserve with 36 cash operations. The
accounted for more than half of thePittsburgh Branch continues to receive
$100 notes in circulation by the end ofcurrency deposits and to disburse cur-
1997. Work on the Series 1996 $20 noteency shipments prepared at the Cleve-
continued; distribution is scheduled forland Reserve Bank.
fall 1998.

The Federal Reserve’s cost to prin
new currency in 1997 was $356 million. ;
The Treasury’s Bureau of Engravingggg\/%g\slemmem Depository
and Printing produced 9.5 billion notes
in 1997; 15 percent of the notes pro-The Federal Reserve Act provides that
duced were of the Series 1996 newvhen required by the Secretary of the
design, 45 percent were $1 notes, and@ireasury, Reserve Banks will act as fis-
the remaining 40 percent were $5, $10¢al agents and depositories of the United
and $20 notes. States. As fiscal agents, Reserve Banks

The Federal Reserve supplies curprovide services for the Department of
rency and coin to approximately 9,500the Treasury related to the federal debt,

bevelopments in Fiscal Agency
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such as issuing, transferring or reissugovernment consolidated financial state-
ing, exchanging, and redeeming marketments. As part of the audit, the GAO
able Treasury securities and savingseviewed principal Federal Reserve
bonds and processing secondary markeperations and automated applications
transfers initiated by depository institu-that process Treasury transactions.
tions. As depositories, Reserve Banks During the year, the Reserve Banks
collect and disburse funds on behalfand the Treasury jointly conducted stud-
of the federal government. The Reservées to identify the best ways to provide
Banks also provide fiscal agency serservices to the Treasury over the next
vices on behalf of several domestic andive years. The business areas studied
international government agencies. were Treasury Direct, Treasury tax and
The total cost of providing fiscal loan, collateral, savings bonds, and
agency and depository services foireasury auctions.
the Treasury in 1997 amounted to
$255.4 million, compared with
$265.2 million in 1996 (see table). The. .
cost of providing services to other gov—FlscaI Agency Services
ernment agencies was $48.6 million,The Reserve Banks handle marketable
compared with $49.8 million in 1996. Treasury securities and savings bonds
Significant Reserve Bank resourcegand monitor the collateral pledged by
were devoted in 1997 to the Generatlepository institutions to the federal
Accounting Office (GAO) audit of U.S. government.

Expenses of the Federal Reserve Banks for Fiscal Agency and Depository Services,
1997, 1996, and 1995

Thousands of dollars

Agency and service 1997 1996 1995

DEPARTMENT OF THE TREASURY
Bureau of the Public Debt

Savings bonds . ... .. 70,3404 78,765.8 80,934.6
Treasury DIr€Cl .. ...o.vvi e .. 35,4404 26,788.8 30,117.4
Commercial book entry. ... . 26,809.4 27,099.0 27,705.9
Marketable Treasury iSsues......................o. . 14,855.4 22,349.9 22,830.3
Definitive securities and Treasury coupons.......... 3,618.9 3,498.5 3,860.6

Total oo .. 151,064.5 158,502.0 165,448.8

Financial Management Service

Treasury tax and loan and Treasury general account. 35,265.9 38,828.2 35,749.3
Government check processing......................| . 26,548.0 22,604.1 24,347.4
Automated clearinghouse . . 14,477.3 20,557.0 22,238.0
Government agency depos 2,795.3 3,366.1 3,823.5
Fedwire funds transfers 422.0 455.3 357.9
Other services...... .. 20,994.2 17,346.3 16,376.7
Total .o .. 100,502.7 103,157.1 102,892.8
3,840.0 3,554.6 4,017.5
255,407.2 265,213.6 272,359.1
OTHER FEDERAL AGENCIES

SEeCUNtieS SEIVICES . . ..ottt .. 17,042.1 18,788.8 18,547.2
FOOd COUPONS. ...\t .. 25,495.7 25,287.6 24,251.4
Postal money orders. ... . . 6,108.7 5,722.9 5,467.8
Total, other agencies. ........................ . 48,646.5 49,799.3 48,266.4

Total ..o .. 304,053.7 315,012.9 320,625.5
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Marketable Treasury Securities ments for discounts, interest, and
redemption proceeds; 2.8 million pay-

Reserve Bank operating expenses faments for savings bonds; and more than
activities related to marketable Treasury1,000 interest payments for definitive
securities (Treasury Direct, commercialTreasury issues.
book entry, Treasury issues, and defini- In 1997, the Federal Reserve worked
tive securities and coupons) totaledvith the Treasury’s Bureau of the Public
$80.7 million in 1997, a 1.2 percentDebt to make several changes that bene-
increase over 1996. The New York, Chi-it Treasury Direct investors. First, the
cago, and San Francisco Reserve BanKgeasury Direct account statement was
processed more than 411,000 commeredesigned for clarity. Second, the “Buy
cial tenders for government securitieDirect” program was introduced; it per-
in Treasury auctions, 7.6 percent fewemits certain Treasury Direct investors to
than in 1996. pay for Treasury securities by means of

The Reserve Banks operate two bookan ACH debit to their bank account on
entry securities systems for the custodyhe security’s issue date rather than by a
and transfer of Treasury securities—thg@ersonal or certified check submitted in
Fedwire system and Treasury Directadvance. Third, the “Reinvest Direct”
Almost all book-entry Treasury securi-program was begun; it permits investors
ties, 97.6 percent of the total par valugo schedule their reinvestments elec-
outstanding at year-end 1997, weréronically using a touch-tone telephone.
maintained on Fedwire; the remaindeFinally, the Chicago Reserve Bank
were maintained on Treasury Direct.  introduced the “Sell Direct” program;

The Reserve Banks in 1997 processefbr a fee, the Bank will liquidate Trea-
8.8 million Fedwire transfers of Trea- sury securities on the secondary market
sury securities, a 1.9 percent declindor Treasury Direct investors; in the last
from 1996. They also processedour months of the year, the Bank sold
23.9 million interest and principal more than 4,000 securities worth
payments for Treasury and govern$132.3 million at the request of Trea-
ment agency securities, a 10.8 percerdury Direct investors.
increase over 1996.

Treasury Direct, operated by thes_. .
Philadelphia Reserve Bank, is a systen?avIngS Bonds
of book-entry securities accounts forReserve Bank operating expenses for
institutions and individuals planning tosavings bond activities totaled
hold their Treasury securities to matu$70.3 million in 1997, a decrease of
rity. The Treasury Direct system holds10.8 percent from 1996. The Reserve
more than 1.9 million accounts. DuringBanks printed and mailed 51.4 million
1997, the Reserve Banks processeshvings bonds on behalf of the Trea-
nearly 433,000 tenders for Treasuryury’'s Bureau of the Public Debt, a
Direct customers seeking to purchasé.8 percent decline from 1996. They
Treasury securities at Treasury auctionprocessed 39 million original-issue
and handled 1.7 million reinvestmenttransactions. They also processed
requests; the volume of tenders waspproximately 674,000 redemption,
3.9 percent lower than in 1996, and theeissue, and exchange transactions, a
volume of reinvestment requests wad.5 percent increase over 1996. In addi-
13.2 percent lower. The Philadelphiation, the Reserve Banks responded to
Reserve Bank issued 6.9 million pay-1.7 million service calls from owners of
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savings bonds, approximately the sam@&reasury’s account, and make electronic

number as in 1996. payments on behalf of the Treasury.
Savings bond operations are con-

ducted at five Reserve Bank officesfFederal Tax Payments

Sugﬁéo’aﬁgtigﬂggs’ gi'fhn;ﬁ?ﬁ/’e'\gﬁggéReserve Bank operating expenses re-
POIIS, Y. lated to federal tax payment activities in

process savings bond transactions, bli 97 totaled $35.3 million. The Reserve

gpfilge;hp?rirftlgizur;%ri]l Sa ;Vclj ngsaggﬁz SC'tyBanks processed approximately 334,000
" paper and 5.7 million electronic advices
of credit from depository institutions
handling tax payments for businesses
The St. Louis Reserve Bank in 1997and individuals. (Advices of credit are
completed development and installatiornotices from depository institutions to
of Cash Track for the Treasury’s Finanthe Federal Reserve and the Treasury
cial Management Service. By consoli-summarizing taxes collected on a given
dating information about receipts andday.) The number of paper advices of
payments processed on behalf of theredit declined 61.7 percent from 1996
Treasury, Cash Track makes it easier foio 1997, and the number of tax pay-
the Treasury to forecast its cash needsnents submitted electronically increased
The average daily flow reported by Castp.8 percent. The Reserve Banks also
Track is $13.4 billion. At year-end, thereceived a small number of tax pay-
Treasury was running parallel systemgnents directly. Depository institutions
and expected to implement Cash Trackhat receive tax payments may place
fully in 1998. the funds in a Treasury tax and loan
The Federal Reserve also workedTT&L) account or remit the funds to
with the Financial Management Servicea Reserve Bank. The Minneapolis
to implement the Treasury Offset Pro-Reserve Bank operates an automated
gram, which electronically comparessystem through which businesses pay
information about delinquent debtstaxes that are due on the same day the
owed the U.S. government with infor-tax liability is determined. These elec-
mation about payments being issued b{ronic tax payments, a part of the Trea-
the government. If a match occurs, theury’s Electronic Federal Tax Payment
Treasury applies a portion of the pay-System, are invested in depository insti-
ment to the delinquent debt. The Federdutions’ TT&L balances via the Federal
Reserve Bank of San Francisco develReserve’'s TT&L mechanism. In 1997,
oped the software with which the Trea-this electronic tax application processed
sury maintained an interim delinquentapproximately 56,000 tax payments
debtor database for matching againdtom 5.3 million taxpayers totaling
payments and provided support to th&70.8 billion.
Treasury in its efforts to develop soft-
ware for longer-term use. Payments Processed for the Treasury

Other Initiatives

Reserve Bank operating expenses re-
: ; lated to government payment opera-
D itor rvi ¢ .
epository Services tions (check processing, ACH, agency
The Reserve Banks maintain the Treadeposits, and funds transfers) totaled
sury’s funds account, accept deposits dp44.2 million in 1997. The Treasury
federal taxes, pay checks drawn on theontinued to encourage electronic pay-
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ments. For example, ACH transaction®8anks may (1) maintain book-entry
processed for the Treasury (social secliaccounts of government agency securi-
rity, pension, salary, and vendor payiies and handle their transfer, (2) provide
ments) totaled 677 million, an increasecustody for the stock of unissued, defini-
of 8.4 percent over 1996. All recurringtive securities, (3) maintain and update
Treasury Direct payments and mosbalances of outstanding book-entry and
definitive securities interest paymentslefinitive securities for issuers, (4) per-
are made via the ACH. form various other securities-servicing

The Treasury also continues to reducactivities, and (5) maintain funds
the number of payments made by checlaccounts for some government agencies.
The Reserve Banks processed 378 mil- One such service is the provision
lion paper government checks in 1997of food coupon services for the U.S.
a decrease of 13.3 percent from 199@epartment of Agriculture. Reserve
They also issued 1.6 million fiscal Bank operating expenses for food cou-
agency checks, a decrease of 19.1 pepon services in 1997 totaled $25.5 mil-
cent from 1996. Fiscal agency checkdion, 0.8 percent higher than in 1996.
were used primarily to pay semiannuallThe Reserve Banks redeemed 2.9 billion
interest on registered, definitive Treafood coupons, a decrease of 21.5 per-
sury notes and bonds and Series H ancknt from 1996. The volume of paper
HH savings bonds; they were also usefbod coupons redeemed by the Reserve
to pay the principal of matured securi-Banks is expected to continue to decline
ties and coupons and to make discourgach year as a result of the Department
payments to first-time purchasers obf Agriculture’s program to provide
government securities through Treasurpenefits electronically.
Direct.

In 1997, the Reserve Banks began t :
capture and store digital images 0?‘ U.S(!)nformatlon Technology
government checks for the Treasury’dn 1997, Federal Reserve Automation
Financial Management Service; fullServices (FRAS) continued to consoli-
implementation of the system is ex-date the Federal Reserve System’s data
pected in 1998. Digital imaging will processing and data communications
improve the Treasury’s check reconcili-systems, managed the three consolidated
ation and claims processing by eliminatdata centers, and continued to explore
ing manual research and by reducingiew technologies for improved com-
the time needed to make informatiormunications strategi€sBy the end of
on paid Treasury checks available forl997, most Reserve Bank applications
research and inquiry. except check processing had been con-
verted to the shared processing environ-
ment; mainframe computers dedicated
to check processing remained in ten
When required to do so by the Secretaristricts.
of the Treasury or when required or Atyear-end, the Federal Reserve sup-
permitted to do so by federal statute, th@orted approximately 12,450 Fedline
Reserve Banks provide fiscal agencgonnections (electronic links between
and depository services to other domes-

tic and international agencies. Depen 6. The consolidated data centers are located at

ing on the aUthorit}/ under which thegast Rutherford, New Jersey: Richmond, Virginia;
services are provided, the Reservand Dallas, Texas.

Services Provided to Other Entities
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small depository institutions andsoring Organizations (COSO) of the
Reserve Banks) and 580 computer inteffreadway Commission.  Following
face connections, enabling depositorfCOSO’s four control objectives, the
institutions to access Federal Reservexaminations concentrated on (1) effi-
services and to report information;ciency and effectiveness of operations,
depository institutions that transmit(2) accuracy of financial data, (3) com-
large numbers of transactions to Reservgliance with applicable laws and regu-
Banks use more sophisticated computdations, and (4) safeguarding of assets.
interface connections over dedicatedhe Reserve Banks have also adopted
leased circuits. In 1997, FRAS contin-the COSO framework as it applies to
ued its ongoing efforts to explore alter-the accuracy of financial reporting, for
native, more efficient electronic ser-implementation in 1998. To prepare for
vices, such as web-based technology. implementation, three Reserve Banks in
During 1997, the Reserve Banks com4997 conducted pilot self-assessments
pleted FEDNET, the new Federalof their internal control systems for
Reserve telecommunications networkfinancial reporting.
FEDNET offers a consistent level of As in past years, the division in 1997
service to all points in the System, asassessed compliance with policies estab-
well as improved reliability, security, lished by the Federal Open Market
and disaster recovery capabilities. Committee (FOMC) by examining the
accounts and holdings of the System
Open Market Account at the Federal
Financial Examinations of Reserve Bank of New York and the for-
Federal Reserve Banks eign currency operations conducted by
that Reserve Bank. In addition, at year-
Section 21 of the Federal Reserve Acend a public accounting firm certified
requires that the Board of Governorghe schedule of participated asset and
order an examination of each Reservéability accounts and the related sched-
Bank at least once a year. The Board hagle of participated income accounts.
assigned this responsibility to its Divi-
sion of Reserve Bank Operations .anqncome and Expenses
Payment Systems. Every year since
1995, the division has engaged a publidhe accompanying table summarizes the
accounting firm to audit the combinedincome, expenses, and distributions of
financial statement of the Reservenet earnings of the Federal Reserve
Banks. In addition, in 1997 the public Banks for 1997 and 1996.
accounting firm audited the individual Income in 1997 was $26,917 million,
year-end financial statement of eacltompared with $25,164 million in 1996.
of the twelve Reserve Banks; the firmTotal expenses were $2,151 million
relied, in part, on the division's 1997 ($1,618 million in operating expenses,
reviews of the major operating areas 0$359 million in earnings credits granted
the twelve Reserve Banks for thesedo depository institutions, and $174 mil-
audits. lion in assessments for expenditures by
In addition, the division rendered anthe Board of Governors). The cost of
opinion on the management controhew currency (including printing, ship-
system at each Reserve Bank, using ping, and other expenses) was $364 mil-
format consistent with the integratedion. Revenue from priced services was
framework of the Committee of Spon-$789 million. Unreimbursed expenses
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for services provided to the Treasurysary to bring the surplus of the Reserve
and other government entities amounteBanks to the level of capital paid-in. In
to $35 million? addition, the Federal Reserve in 1997
The profit and loss account showed anade a lump-sum payment of $107 mil-
net loss of $2,577 million. The loss waslion to the U.S. Treasury from the sur-
due primarily to realized and unrealizedplus account of the Reserve Banks, as
losses on assets denominated in forequired by statute, compared with
eign currencies that were revalued t&106 million in 1996.
reflect current market exchange rates. In the “Statistical Tables” chapter of
Statutory dividends paid to memberthis ReporT, table 6 details the income
banks totaled $300 million, $44 million and expenses of each Federal Reserve
more than in 1996; the rise reflects arBank for 1997, and table 7 shows a
increase in the capital and surplus otondensed statement for each Bank for
member banks and a consequert914-97. A detailed account of the
increase in the paid-in capital stock ofassessments and expenditures of the
the Reserve Banks. Board of Governors appears in the fol-
Payments to the Treasury in the formowing chapter, “Board of Governors
of interest on Federal Reserve notefinancial Statements.”
totaled $20,659 million in 1997, up from
$20,083 million in 1996; the payments ] .
equal net income after the deduction ofoldings of Securities and Loans

dividends paid and of the amount necesrne Reserve Banks’ average daily hold-
ings of securities and loans during
1997 amounted to $417,805 million, an

7. The Reserve Banks bill the Treasury an Tt
other government entities for the cost of certaiﬂncrease of $27,537 million over 1996

services, and the portions of the bills that are nofS€€ table)-. .HOI.dingS of US. govern-
paid are reported as unreimbursed expenses. ment securities increased $27,466 mil-

Income, Expenses, and Distribution of Net Earnings
of Federal Reserve Banks, 1997 and 1996

Millions of dollars

Item 1997 1996
CUITENE INCOME. . ...ttt et e e e e et et ... 26,917 25,164
CUIMENE BXPENSES . . .ttt et ettt e e e . 1,976 1,948
Operating eXPeNSES .. .. ...ttt . 1,618 1,639
Earnings credits granted. . ... . 359 309
Current NEtINCOME. ... ...ttt ... 24941 23,216
Net additions to (deductions from,) current net income.............. -2,577 -1,639
Cost of unreimbursed services to Treasury .............o.veeueuenn. . 35 38
Assessments by the Board of GOvernors ..............cooovivinenn. . 539 565
For expenditures of Board......... ..o .. 174 163
FOr COSt Of CUITENCY. . .. oot e L.. 364 403
Net income before payments to Treasury................coovvvvenn.. . 21,790 20,975
Dividends Paid . .. .....oui e . 300 256
Transferred t0 SUIPIUS. . ... ..o .. 832 635
Payments t0 TreasUrY. . . ... ovuut e L., 20,659 20,083

Notk. In this and the following table, components 2. Interest on Federal Reserve notes.
may not sum to totals because of rounding.

1. Includes a net periodic credit for pension costs of
$200.0 million in 1997 and $139.5 million in 1996.
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Securities and Loans of Federal Reserve Banks, 1995-97
Millions of dollars except as noted

U.sS.
Item and year Total government Loang?
securities
Average daily holdings
D . 376,069 375,867 202
1996 .. e .. 390,268 390,063 206
1997 .. 417,805 417,529 277
23,837 23,826 11
23,895 23,884 11
25,714 25,699 15
6.34 6.34 5.62
6.12 6.12 5.27
6.15 6.16 5.27
1. Includes federal agency obligations. 3. Based on holdings at opening of business.

2. Does not include indebtedness assumed by the Fed-
eral Deposit Insurance Corporation.

lion, and holdings of loans increased Multiyear renovation programs con-
$71 million. tinued for the New York Reserve Bank's
The average rate of interest earned oheadquarters building and the Oklahoma
Reserve Banks’ holdings of governmenCity, Seattle, Portland, and Salt Lake
securities rose to 6.16 percent, fronCity Branches. The Board approved the
6.12 percent in 1996. The average ratblew York Reserve Bank’s request to
of interest earned on loans remainetkase space in a nearby office building in
constant at 5.27 percent. New York City and to make necessary
leasehold improvements to the facility.
| f . The Chicago Reserve Bank relocated
Volume of Operations its Des Moines, lowa, office to leased
Table 9 in the “Statistical Tables” chap- space in a new building near the airport.
ter shows the volume of operations inThe Atlanta Reserve Bank sold its head-
the principal departments of the Federagjuarters building, and the Minneapolis
Reserve Banks for the years 1994AReserve Bank sold its former headquar-
through 1997. ters building before relocating to its new
building. .

Federal Reserve Bank Premises

During 1997, construction was com-
pleted on the new headquarters building
for the Minneapolis Reserve Bank; relo-
cation of staff and operations was com-
pleted in October. The expansion and
renovation of the headquarters building
of the Cleveland Reserve Bank contin-
ued during the year, as did design work
for the Atlanta Reserve Bank’s new
headquarters building and its new Bir-
mingham Branch building.
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Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Priced Services, December 31, 1997 and 1996

Millions of dollars

Item 1997 1996
Short-term assetéNote 1)
Imputed reserve requirements
on clearing balances .......... 658.0 658.3
Investment in marketable securities |. .. 5,922.0 5,924.7
Receivables.......................| . 2.8 69.0
Materials and supplies .. 2.8 3.0
Prepaid expenses. ................. . 9.0 23.0
Items in process of collection....... 3,742.3 7,548.4
Total short-term assets....... 10,406.8 14,226.4
Long-term assetéNote 2)
Premises..............coiiiiiinn . 389.2 394.6
Furniture and equipment........... 137.4 148.4
Leases and leasehold improvements 31.8 295
Prepaid pension costs.............. 350.2 287.4
Total long-term assets......., 908.5 859.9
Total @ssets...............cveenn . 11,315.3 15,086.3
Short-term liabilities
Clearing balances and balances
arising from early credit
of uncollected items........... 7,114.8 12,366.3
Deferred-availability items.......... 3,207.5 1,765.1
Short-term debt.................... . 84.5 95.0
Total short-term liabilities. . . .. 10,406.8 14,226.4
Long-term liabilities
Obligations under capital leases.. .. 7 2.3
Long-termdebt..................... . 188.8 189.3
Postretirement/postemployment
benefits obligation............. 205.0 191.8
Total long-term liabilities . . . .. 394.5 383.4
Total liabilities ..................... . 10,801.3 14,609.8
Equity ... 514.0 476.5
Total liabilities and equity (Note 3) . 11,315.3 15,086.3

Note. Components may not sum to totals because of 1. Some of these data have been revised.

rounding.

The priced services financial statements consist of these

tables and the accompanying notes.
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Pro Forma Income Statement for Federal Reserve Priced Services, 1997 and 1996
Millions of dollars

Item 1997 1996
Revenue from services provided
to depository institutions (Note 4)... .. 789.1 787.2
Operating expenses (Note 5)............. 672.6 666.0
Income from operations.................. . 116.4 121.2
Imputed costs (Note 6)
Interest on float 14.6 21.9
Interest on debt 17.5 17.3
Sales taxes........ 9.8 11.6
FDIC insurance 6.9 48.9 0.0 50.8
Income from operations after
imputed costs. . ...l . 67.6 70.4
Other income and expenses (Note 7)
Investmentincome..................... . 367.7 315.8
Earnings credits. . ........... -338.0 29.7 -287.1 28.7
Income before income taxes. 97.3 99.1
Imputed income taxes (Note 8)........... 31.2 29.6
Netincome(Note 9) ...................... . 66.1 69.5
Mewmo: Targeted return on equity (Note 10)| .. 54.3 42.9

Note. Components may not sum to totals because of The priced services financial statements consist of these
rounding. tables and the accompanying notes.

Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 1997
Millions of dollars

Com- Funds
; Book- Com-
mercial transfer : Noncash Cash
ltem Total check and net se?:ﬂtr?tlies n?féf_"al collection | services
collection | settlement
Revenue from operations..| 789.1 598.4 94.6 16.6 70.3 4.3 4.9
Operating expenses
(Note 5) .............. 672.6 540.3 76.1 14.8 49.3 2.9 4.3
Income from operations....| 116.4 58.1 18.6 1.8 21.0 1.4 6
Imputed costs (Note 6)..... 48.9 40.9 38 7 3.0 .3 .2
Income from operations
after imputed costs. ... 67.6 17.1 14.8 11 18.0 1.1 A4
Other income and expenses,
net (Note 7) .......... 29.7 23.2 3.2 6 24 2 2
Income before income taxes . 97.3 40.4 18.0 1.7 204 1.3 .6

Note. Components may not sum to totals because of The priced services financial statements consist of these
rounding. tables and the accompanying notes.
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FEDERAL RESERVE BANKS

NOTES TO FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS short-term liabilities include clearing balances maintained

The imputed reserve requirement on clearing balance { Reserve Bank_s a!‘_d. deposn_balances arising from float.
ther long-term liabilities consist of accrued postemploy-

held at Reserve Banks by depository msﬂtuﬂqns reflects ment and postretirement benefits costs and obligations on
treatment comparable to that of compensating balancecsa ital leases
held at correspondent banks by respondent institutions. P '
The reserve requirement imposed on respondent balances

must be held as vault cash or as non-earning balancé4) REVENUE

maintained at a Reserve Bank; thus, a portion of pricekevenue represents charges to depository institutions for
services clearing balances held with the Federal Reserv&iced services and is realized from each institution

is shown as required reserves on the asset side of thgrough one of two methods: direct charges to an institu-

balance sheet. The remainder of clearing balances igon's account or charges against its accumulated earn-
assumed to be invested in three-month Treasury bill§ngs credits.

shown as investment in marketable securities.
Receivables are (1) amounts due the Reserve Banks fié o .
. . PERATING EXPENSES

priced services and (2) the share of suspense-account a

difference-account balances related to priced services. Operating expenses consist of the direct, indirect, and
Materials and supplies are the inventory value of shortother general administrative expenses of the Reserve

term assets. Banks for priced services plus the expenses for staff
Prepaid expenses include salary advances and travelembers of the Board of Governors working directly on
advances for priced-service personnel. the development of priced services. The expenses for

Items in process of collection is gross Federal ReservBoard staff members were $2.9 million in 1997 and
cash items in process of collection (CIPC) stated on &2.8 million in 1996. The credit to expenses under SFAS
basis comparable to that of a commercial bank. It reflect87 (see note 2) is reflected in operating expenses.
adjustments for intra-System items that would otherwise The income statement by service reflects revenue, oper-
be double-counted on a consolidated Federal Resenading expenses, and imputed costs except for income
balance sheet; adjustments for items associated with notaxes. Total operating expense does not equal the sum of
priced items, such as those collected for governmentperating expenses for each service because of the effect
agencies; and adjustments for items associated withf SFAS 87. Although the portion of the SFAS 87 credit
providing fixed availability or credit before items are related to the current year is allocated to individual ser-
received and processed. Among the costs to be recoversites, the amortization of the initial effect of implementa-
under the Monetary Control Act is the cost of float, or nettion is reflected only at the System level.

CIPC during the period (the difference between gross
CIPC and deferred-availability items, which is the portion(g) Imputep Costs

of gross CIPC that involves a financing cost), valued at . ) )
the federal funds rate. Imputed costs consist of interest on float, interest on debt,

sales taxes, and the FDIC assessment. Interest on float is
derived from the value of float to be recovered, either
explicitly or through per-item fees, during the period.
Consists of long-term assets used solely in priced selFloat costs include costs for checks, book-entry securi-
vices, the priced-services portion of long-term assetsies, noncash collection, ACH, and funds transfers.
shared with nonpriced services, and an estimate of the Interest is imputed on the debt assumed necessary to
assets of the Board of Governors used in the developmefihance priced-service assets. The sales taxes and FDIC
of priced services. Effective Jan. 1, 1987, the Reservassessment that the Federal Reserve would have paid had
Banks implemented the Financial Accounting Standardi been a private-sector firm are among the components of
Board's Statement of Financial Accounting Standardshe PSAF (see note 3).
No. 87,Employers’ Accounting for PensioifSFAS 87). Float costs are based on the actual float incurred for
Accordingly, the Reserve Banks recognized credits taeach priced service. Other imputed costs are allocated
expenses of $62.8 million in 1997 and $45.3 million in among priced services according to the ratio of operating
1996 and corresponding increases in this asset account.expenses less shipping expenses for each service to the
total expenses for all services less the total shipping
(3) LiABILITIES AND EQuUITY expenses for all services.
The following list shows the daily average recovery of
oat by the Reserve Banks for 1997 in millions of dollars:

(2) LONG-TERM ASSETS

Under the matched-book capital structure for assets th
are not “self-financing,” short-term assets are finance

with short-term debt. Long-term assets are financed with Total float 545.5
long-term debt and equity in a proportion equal to the Unrecovered float 16.7
ratio of long-term debt to equity for the fifty largest bank Float subject to recovery 528.8
holding companies, which are used in the model for the Sources of recovery of float

private-sector adjustment factor (PSAF). The PSAF con- Income on clearing balances 52.9
sists of the taxes that would have been paid and the return As-of adjustments 263.5
on capital that would have been provided had priced Direct charges 103.9

services been furnished by a private-sector firm. Other Per-item fees 108.5
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Unrecovered float includes float generated by servicebon for 1996. The Reserve Banks plan to recover these
to government agencies and by other central bank semounts, along with a finance charge, by the end of the
vices. Float recovered through income on clearing balyéar 2001. After-tax return on equity has not been allo-
ances is the result of the increase in investable cIearin&{atecj by service because it relates to the organization as a
balances; the increase is produced by a deduction for floa
for cash items in process of collection, which reduces
imputed reserve requirements. The income on clearing
balances reduces the float to be recovered through other
means. As-of adjustments and direct charges are mid-
week closing float and interterritory check float, which
may be recovered from depositing institutions through
adjustments to the institution’s reserve or clearing bal-
ance or by valuing the float at the federal funds rate and
billing the institution directly. Float recovered through
per-item fees is valued at the federal funds rate and has
been added to the cost base subject to recovery in 1997.

(7) OTHER INCOME AND EXPENSES

Consists of investment income on clearing balances and
the cost of earnings credits. Investment income on clear-
ing balances represents the average coupon-equivalent
yield on three-month Treasury bills applied to ttogal
clearing balance maintained, adjusted for the effect of
reserve requirements on clearing balances. Expenses for
earnings credits granted to depository institutions on their
clearing balances are derived by applying the average
federal funds rate to thequired portion of the clearing
balances, adjusted for the net effect of reserve require-
ments on clearing balances.

Because clearing balances relate directly to the Federal
Reserve’s offering of priced services, the income and cost
associated with these balances are allocated to each ser-
vice based on each service’s ratio of income to total
income.

(8) INCOME TAXES

Imputed income taxes are calculated at the effective tax

rate derived from the PSAF model (see note 3). Taxes

have not been allocated by service because they relate to
the organization as a whole.

(9) ApJUSTMENTS TO NET INCOME FOR PRICE SETTING

In setting fees, certain costs are excluded in accordance
with the System’s overage and shortfalls policy and its
automation consolidation policy. Accordingly, to com-
pare the financial results reported in this table with the
projections used to set prices, adjust net income as fol-
lows (amounts shown are net of tax):

1997 1996

Netincome ................ 66.1 69.5
Amortization of the initial

effect of implementing

SFAS87 .............. -10.2 -10.5
Deferred costs of automation

consolidation. ......... -8.5 -6.3
Adjusted net income 47.4 52.7

(10) RETURN ON EqQuiTy

The after-tax rate of return on equity that the Federal
Reserve would have earned had it been a private business
firm, as derived from the PSAF model (see note 3). This
amount is adjusted to reflect the recovery of $8.5 million
of automation consolidation costs for 1997 and $6.3 mil-
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